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INFLATION, PRICE CONTROL, AND TAXATION 


* HE people have done a lot of worrying about inflation 
and the future of prices. The popular concern has not 
been with the real inflation, but rather with its end results 
in the form of price changes. The purpose of this paper is 
to show that our situation is not hopeless. Its solution 
involves correct understanding of the real difficulty and 
application of the proper remedy. 

As a first step, we begin with the root of the trouble, 
which is the great increase of purchasing power. The 
growth of bank deposits and currency may be taken as a 
measure of this increase. The rapid expansion of these 
items really began during the 1930's, but by 1940 it was 
only a good running start. In Table I the changes since the 
end of December, 1940 are shown: 

TABLE I 
Growth of Bank Deposits and Currency from 
December 31, 1940 to May 31, 1946 * 
(Millions) 
Total Amount On 
Item 12/31/40 8/31/45 





Increase, 


5/31/46 1940-46 














Demand deposits 34,945 $ 74,000 $ 78,500 $ 43,555 
Time deposits ..ceecccssceseseeens 27,738 46,000 51,100 23,362 
U. S. Govt. deposits............ 753 17,300 17,400 16,647 
Currency outside banks...... 7,325 25,900 26,400 19,075 
i” eRe eee $70,761 $163,200 $173,400 $102,639 


Source: Compiled from The Federal Reserve Bulletin, July, 1946. 


Here we have a measure of the increase of purchasing 
power in its most liquid forms. The situation at the end of 
August 1945 is significant because it shows that a further 
$10 billion increase had occurred from the time hostilitics 
ended to May 31, 1946. In addition to the deposits and 
currency, the people still hold a large quantity of savings 
bonds which are redeemable on demand. As long as they 
are held, they are not available for spending purposes, 
though they may be regarded by the owners as a highly 
liquid asset in view of the redemption feature. Were these 
bonds to be presented for redemption in large quantity, 
the process would involve an equivalent increase of bank 
deposits or of currency held outside banks. 

The principal source of the rise of bark deposits from 
December, 1940 to May, 1946, has been the borrowing 
which was done through the banks. It is striking to note 
that the total increase of all forms of bank deposits, namely 
$83,564 million, was just about equal to the rise of total 
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bank holdings of government debt obligations in the same 
time. Once a new dollar of bank deposit credit has been 
created in this way, its subsequent spending nevex causes 
it to disappear. Spending leads to transfers from one ac- 
count to another but the total of deposits is not thereby 
changed. The only way by which a given total of bank 
deposits can be reduced is by repayment of debt obliga- 
tions held by the banks. An individual who owes money to 
a bank can repay the loan by giving a check on his account. 
This transaction reduces, by so much, the total of the 
bank’s deposits and also the total of its assets. Repayment 
of the government debt held by the banks would operate 
in the same way. In Table I the government's total de- 
posits were $17,400 million. If these deposits were used, 
as has been done in recent months, to redeem debt paper 
held by the banks, the grand total of deposits would be 
thereby diminished. On the other hand, if some part of the 
government deposits were to be used for current expenses, 
there would be a transfer of the money from government 
account into private accounts. 

Payment of taxes by means of checks on taxpayers’ 
accounts transfers the deposits from private accounts into 
the government's account. To the extent that these funds 
were then used to redeem more debt held by the banks, 
there would be a similar reduction of the deposit total. 
It should be noted, however, that the decline of total de- 
posit obligations would improve the reserve position of the 
banks, since a given amount of reserve would bear a higher 
ratio to the diminished total of deposits than it had to the 
former, larger total. As the free or excess reserves ex- 
panded, the banks would be in position to make other 
loans, and thus to create other deposits. Their disposition 
to do so would depend principally upon the business out- 
look and the demand for additional bank accommodation. 

The basic aspect of the inflation is indicated by Table I. 
In about 514 years, $100 billion was added to the nation’s 
supply of money and bank deposit credits. As just ex- 
plained, this is a permanent addition, unless and until it 
can be reduced by the process of debt repayment. The — 
things that happen to pres and incomes: rcs of tie 
increase are only the results or effects of the underlying 
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The expansion of purchasing power may be expressed, 
also, in terms of the national income. The figures for the 
calendar years 1940 and 1945 are given in Table II. 














TABLE II 
National Income, Calendar Years 1940 and 1945 
(Billions) 
= Se a a ae Per Cent 
National Income Components 1940 1945 Increase 
Total compensation of employee.................$52.3 $114.5 119 
Salaries ond Wares: 5... 48.6 111.4 129 
Supplements to salaries and wages... 3.7 3A 16d 
Net income Of PrOprietOrs ..cccccccssceeeeneeeenen 25.6 113 
EE ee eke te f 12:5 184 
PTRCRMAINRE GN secs ccrscennsicsscesicisccrpscriasion 15.1 71 
Tnterest ANG Olt SENS nonce 11.8 57 
Net ciponte ks ; 9.0 55 
I ch a 4.5 12 
Corporate Savings ....ccccccceeenn : sae 4.5 150 
Total National [more £$.:ci.:1:.....-sscssoossecosteeeeonsene A $161.0 107 
Source: Data compiled by the Department of Commerce. 
= decrease. 


Here we see the effects of the huge increase of purchas- 
ing power that was indicated by the expansion of bank 
deposits and currency in Table I, the total of which in- 
creased 145 per cent from the end of 1940 to May, 1946. 
Taking the total national income for the calendar years 
1940 and 1945, the over-all increase was 107 per cent, 
but the rise of some of its chief components was definitely 
more pronounced. The largest shares, namely salaries and 
wages, and the net income of proprietors, rose from a total 
of $60.6 billion in 1940 to $137 billion in 1945, an ad- 
vance of 127 per cent. By comparison, the growth of the 
investment incomes, namely interest, net rents, and cor- 
porate profits, was at distinctly slower rates. 

These data serve to dispel one argument that is likely to 
be advanced by those who seek to make a case for still 
higher wages. The argument is that the bulk of the bank 
deposits is owned by business concerns and by a relatively 
few rich and well-to-do persons. Hence, it would be con- 
tended that the rank and file of wage earners and other 
small income recipients lack purchasing power, despite the 
evidence to indicate a great expansion of the total deposits. 

But the fact is that the purchasing power represented by 
the deposits and currency is not static. There is a continual 
turnover of enough of the deposits to represent total trans- 
actions much in excess of the grand total. The change in 
the annual rate of bank deposit turnover since 1940 has 
been as follows: 


TABLE III 
Annual Rate of Turnover of Demand Deposits, 
Except Interbank and Government 





Annual Rate 





Banks in Year 1940 Year 1945 May, 1946 
BU I I aseinsinctrsnssseaioaniciteiis 17.1 24.2 24.5 


LT 18.6 16.1 15.8 





The real pressure on prices depends on the quantity of 
available purchasing power and the rate at which it is used. 
The figures in Table III mean that, on the average, every 
dollar of bank deposits in the New York City banks was 
used in some sort of business transaction which moved it 


from one account to another 17.1 times during the year 
1940, and so on. The rise in the New York turnover rate 
since 1940 reflects the growing influence of the prolonged 
stock market rise and the great increase in the scope of 
the trading. For the country at large there has been some 
decline in the rate of deposit turnover since 1940. 

The total spending, or use of purchasing power, which 
is here indicated, includes all of the spending for business 
purposes and operations as well as the spending by con- 
sumers. The significant point in this connection is that the 
use of deposits by business resulted in an advance of total 
salary and wage payments from $48.6 billion in the year 
1940 to $111.4 billion in the year 1945. For the first four 
months of 1946 total wage and salary payments were $33 
billion, a decline of approximately $1 billion per month 
from the corresponding period of 1945, but nevertheless 
a rate which would, if sustained, produce a total of wage 
and salary incomes of some $100 billion for the entire 
year 1946. If there should be no further prolonged inter- 
ruption to employment, the total income for 1946 may not 
fall very far short of that for 1945. Incidentally, we have 
here a measure of the total cost, to wage and salary earners, 
of the various kinds of interference with employment and 
production that were experienced in the first four months 
of 1946. 

Thus, the fact that an individual does not now own any 
part of the huge total of bank deposits does not mean at 
all that he has no share in the purchasing power which 
these deposits represent. If he is employed he is getting 
income, and both his employment and his income depend 
upon the use, somewhere in the economic system, of the 
purchasing power which the bank deposits represent. 

Human nature being what it is, there are few persons 
who are ready to admit that the income which they receive 
is enough, and more than enough, for their needs, their 
plans, or their ambitions. Rising prices increase this sense 
of insufficiency. Judging from the record, the groups who 
would have the best case for higher incomes on this ground 
are the fixed income recipients, including those who re- 
ceive dividends, for the amount they have received has 
risen by only 12 per cent since 1940; and those whose 
income consists of interest and rents, for their total net 
receipts have gone up by only 57 per cent in the same 
time. These rates of increase are to be compared with a 
rise of 129 per cent in total salaries and wages, and of 
184 per cent in the net income of agricultural proprietors. 

As a final aspect of this statistical summary, let us con- 
sider the course of prices. In terms of index numbers, the 
record since the end of 1940 has been given in Table IV. 

These samples from the entire series of index numbers 
compiled by the Bureau of Labor Statistics will serve to 
indicate the trends. They relate to the more important 
groups of commodities, from the consumer standpoint, and 
they include also those series which have shown the largest 
increases. It is clear that there would have been greater 
price increases than those actually recorded had it not been 
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for the price and rationing controls that were maintained 
during the war. 


TABLE IV 


Index Numbers of Price Changes, 1940 to May, 1946 
Commodity Indexes 


Part A 


Wholesale Prices 
B.L.S. 1926 = 100 


All 
Com- Farm 
modi- Prod- Tex- Bldg. 
Date ties ucts Foods tiles Mat. 
Year 1940 78.6 67.7 70.4 73.8 94.8 
May, 1946 111.0 137.5 111.5 108.8 127.8 
Increase 32.4 69.8 41.4 35.0 33.0 


Part B 


Cost of Living 
B.L.S. 1935-1939 = 100 


House 
All Cloth- Furnish- 
Date ltems Food ing ings 
Year, 1940 100.2 96.6 101.7 100.5 
May, 1946 131.5 142.6 155.4 152.4 
Increase 31.3 46.0 53.7 54.9 


Source: From Federal Reserve Bulletin, July, 1946, pp. 804, 805. 


The significant inference to be derived from a compari- 
son of Table IV with Table II is that national income has 
risen, relatively, much more than prices. This is notably 
true of those components of the national income which 
consist of wages, salaries, and farm incomes. 

The temporary suspension of price control produced con- 
fusion and a considerable amount of emotional reaction. 
The following facts, however, may be noted: first, sup- 
plies of meat, butter, and other goods began to come into 
the market, whereas they had been virtually invisible be- 
fore; second, prices were higher than the former ceiling 
prices, but probably not as high as black market prices. 
Moreover, there were goods at these open market prices. 
Third, some part of the price increase represented the 
subsidy which had formerly been paid as a means of keep- 
ing down the final price to consumers. Fourth, and perhaps 
most important, there was a beginning of free market 
operation in which the natural forces of demand and sup- 
ply could establish equilibrium prices. 

The reenactment of the price control legislation rested 
upon arguments and policies which need not be entered 
into here. Some statements in the declaration of objectives 
in the new law are of interest. They are the following: 

The Congress hereby aflirms— 

(1) that because of abnormally excess pur- 
chasing power in relation to the presently avail- 
able supply of commodities, rapid attainment of 
production equal to the public demand is one of 
the necessary and urgent objectives for the pre- 
vention of inflation and for the achievement of a 
reasonable stability in the general level of prices 
and rents, cost of living and costs of production 

(including labor costs), for the purposes set forth 
in section 1 of this Act and for the further pur- 
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poses of protecting the real value of benefits 
provided by law for veterans aid their depen- 
dents, of keeping faith with purchasers of United 
States War Bonds, and of making possible a 
successful transition to a peacetime economy of 
maximum employment, production, and purchas- 
ing power under a system of free enterprise; 

(2) that unnecessary or unduly prolonged 
controls over prices and rents and use of sub- 
sidies would be inconsistent with the return to 
such a peacetime economy and would tend to 
repress and prevent the attainment of this and 
the other goals herein declared; and 

(3) that adequate prices are necessary stimu- 
lants to the production thus desired and the 
expeditious attainment of said goals. 

This is a constructive declaration of purposes. Like all 
such legislative preambles, it suffers from the vagueness 
usually to be found in a broad, general statement, and it 
fails to tell the whole story. Moreover, it lacks internal 
consistency, but that lack derives from the conflict of 
purposes involved in price control. For example, we may 
agree entirely with point (3) as to the necessity of ade- 
quate prices as essential stimulants to production, and with 
point (2), that unduly prolonged controls will defeat the 
attainment of the desired level of production. But in point 
(1), there is a failure to realize that the abnormal excess 
of purchasing power is the real inflation. This is not some- 
thing that can be prevented by any sort of legislative or 
administrative action, for it has already happened. As the 
law uses the term, “inflation” means price increases, which 
are only the end result of the genuine inflation. The in- 
consistency of objectives lies in the admission that adequate 
prices are necessary while also proposing that price in- 
creases be prevented. 

Let us see, now, if we can bring together the various 
elements of our problem into a simple, non-technical ex- 
planation. As the data presented in Tables I and II indicate, 
we have created, largely as a result of the war financing 
methods, a vast number of dollars. The natural result of 
that action was to make each dollar worth less, in relation 
to goods and services of every kind. The extent of this 
decline in the value of the dollar, that is, in its power to 
command goods in exchange, is indicated by the summary 
of price changes given in Table IV. What we need, as a 
solution of our problem, is a policy and course of action 
which will restore some part of the exchange value of the 
dollar that has been lost during the past few years. Another 
way of saying this is that we wish to see prices somewhat 
lower, or certainly no higher, than they now are. 

There are various lines of action that might be followed, 
but only one that is economically sound and sensible. One 
way would be to diminish, by some tour de force, the total 
number of dollars now in existence. Several proposals 
looking to this end have been made, but none has gained 
serious attention. For example, the government could de- 
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cree a write-down of bank deposits, either at some pro- 
portionate rate such as 10 per cent or 20 per cent, or by 
reducing large accounts relatively more than small ones. 
The large amount of paper money could be called in and 
exchanged for new money at 70 or 80 cents on the dollar. 
Or bank deposits could be frozen as of a given date, and 
subsequent withdrawals could be subjected to strict control. 
Drastic steps of this sort usually become necessary in the 
final, extreme stages of excessive purchasing power, but 
they would not be tolerated here under present conditions 
mainly because they are not at all necessary. Our situation 
is by no means so far out of hand as to warrant them. 

Another line of action would be to give all of the people, 
or selected groups, more dollars. This, of course, would 
defeat the main purpose of raising the exchange value of 
the dollar generally in relation to goods. If more money 
were handed out all around, no one would be any better 
off than he is today and it would be a question of the 
printing presses keeping up with the price increase. If 
certain groups were to be given more dollars, for example, 
through the procedure of granting further wage increases, 
the result would be to increase costs of production and thus 
to compel, eventually, further price increases. But any 
additional price increase would carry us farther from the 
primary goal, which is to recover some part of the ex- 
change value which the dollar has lost in relation to goods, 
or at least to preserve such exchange value as it now has. 
And a nationwide campaign for an increase of money 
incomes all around would be merely the case of handing 
out more money to every one. 

A third line of action, and the only sound one from an 
economic standpoint, is to effect a revaluation of the dollar 
in relation to goods by producing more goods at lower 
unit costs. The reason why a dollar will buy so little today 
is that there are so many dollars and so few goods. Since 
we cannot equalize the situation as we would like by 
destroying part of the dollars, then the wise and proper 
course would be to create more goods. As this happens 
prices will fall, and a fail of prices means that the dollar 
will buy more. In other words, its value in relation to 
goods will become greater. 

This is a challenging thought. To validate our dollars 
means to make our incomes worth more, to make our war 
bonds worth more, to make our insurance policies and 
savings deposits worth more. If we can produce enough 
goods, we can raise the real standard of living by this 
change in the purchasing power of our dollars. It does not 
require that there should never be any more wage or salary 
increases. The correct and sensible policy with respect to 
wages is to relate them to efficiency and productivity, but 
a policy of sharing the general gains from greater pro- 
ductivity through lower unit prices would promote the 
validation of the dollars which all members of the com- 
munity receive. The fruits of technological advance must 
be shared by all. 





It goes without saying that there must be an end to the 
further inflation of bank credit by deficit financing. It is 
also plain that the validation of the dollars we now have, 
granting that we succeed in stopping their further creation, 
cannot be achieved by prolonged interruptions to produc- 
tion, or by relying on government to bail us out. It cannot 
be done with mirrors. It will take work, thrift, investment, 
and enterprise. It will take teamwork and fair play all 
around. 

For the accomplishment of our goal by this means, price 
control is really unnecessary and it may be a positive 
hindrance. The dilemma of such control is this—if the 
price ceiling is set high « 10ugh to cover production costs 
plus a reasonable profit | en no ceiling is needed, for the 
operation of free marke’ .orces would eventually establish 
that price. If the ceiling ‘s set below the point at which 
costs and reasonable pro. are possible, then there is no 
production, or at least no sale in the legitimate market. 
The consumer has only the melancholy satisfaction of see- 
ing a list of ceiling prices ~ sted over empty shelves. 

The new price control lay. provides no way out of this 
dilemma. With respect to  sricultural commodities, for 
example, it states that there siiall be no price control over 
agricultural commodities unless they are in short supply. 
In other words, where the farmers find the price and the 
return adequate, there shall be no control because produc- 
tion will be sufficient; but where they cannot or will not 
produce enough of a commodity because of costs or other 
conditions, the price control authorities are to step in and 
set a ceiling price. Such action will assure that the pro- 
duction is not increased. 

When the legislative jam over the price control legis- 
lation developed, there was talk of increasing taxation in 
the event that renewal of the control ‘ould completely 
fail of enactment. Fortunately, this suggestion was not 
taken seriously. That it could have been made at all, how- 
ever, warrants some comment. 

The particular kinds of new taxes or tax increases that 
would have been proposed were not specified, beyond one 
fleeting suggestion that the excess profits tax might be 
restored. It becomes necessary, therefore, to speak in gen- 
eral terms of the efficacy of taxation as an instrument for 
dealing with such a situation as was before us. 

In the first place, it is always proper to maintain taxation 
at a sufficient level to cover the expenditures and, except 
in the most unusual circumstances, to provide for a system- 
atic program of debt retirement. Failure to collect enough 
revenue to balance the budget involves further borrowing, 
and to the extent that the banks participate, it means the 
creation of more inflationary pressure. The case for tax 
increases at this time does not rest at all on the fate of 
price control, but on the total of expenditures which has 
been authorized. If the expenditures for the fiscal year 
1947 will exceed the revenues to be expected under exist- 
ing tax laws, there should be tax increases. 
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In the second place, an increase of taxation would do 
little to curb the inflationary potential already existing, 
except to the extent that the funds were applied to the 
reduction of bank holdings of public debt, and provided 
that the banks did not offset this decline of deposits by 
expanding private loans. This was clearly perceived in one 
suggestion that a restriction be placed upon the creation 
of private credit, as an accompaniment to the increase of 
taxation. Though effective, this would be a slow process, 
for a budgetary surplus of $5 billion in a year would be a 
tremendous feat, while a decline of as much as $5 billion 
in ueposits in a year would still leave an enormous total 
outstanding. Moreover, such an increase of taxation would 
accomplish nothing toward an increase of production be- 
cause its burden would be likely to fall, in large part, upon 
those whose active effort in securing larger production is 
most important. 

The advocates of functional finance have an answer. It 
would involve the first of the wrong lines of action dealt 
with above. Briefly, it would be the use of taxation to re- 
move some of the surplus purchasing power. In order to be 
effective, the money thus collected should not be paid out 
again, so that it would be, in substance, a cancellation or 
destruction of the excess purchasing power thus taken in. 
If it were applied to the reduction of debt held by the 
banks, it would not be, peculiarly, a tenet of functional 
finance, for orthodox finance points to the same end. 

The rub comes, and the pinch would come, in deter- 
mining which persons had the excess purchasing power 
and were using it to the detriment of their fellow citizens, 
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and in devising tax methods for taking it away from them. 
The average person would react violently to the suggestion 
that he had too much purchasing power. And yet, the 
proposed taxation would need to cut fairly deeply into 
the average income if the diversion and withdrawal of 
money were to be on a scale adequate to produce the 
effect desired. This scheme, like all others purporting to 
prevent unwise use of income or accumulated funds, breaks 
down because of the impossibility of identifying those 
persons who are most likely to engage in the practices 
deemed undesirable, and also because of the equally im- 
possible task of devising tax methods that would dis- 
tinguish between beneficial and harmful amounts of funds. 
However the matter is approached, there is no escape from 
the conclusion that the taxing power can be safely used 
only for the purpose of financing the needs of govern- 
ment, and that all attempts to use it for non-fiscal ends 
will backfire or miss fire, or hit the wrong targets. This 
is true of taxation as an instrument for the control of 
inflation. 

The alternatives before us are plain and the wise choice 
between them is clear. We can lick our inflation or be 
licked by it. We can validate our dollars or let them 
crumble into dust. We have put a lot of our future on 
the cuff but by wise and efficient action we can write it 
off again. Unless the American genius has been sold down 
the river, the right choice is assured. 


HARLEY L. Lutz 
Professor of Public Finance 
Princeton University 


Quotation of material in this publication 
is permitted when acknowledgment is made. 











